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In the early 1990s the Canadian government proposed an inflation target, and in 1991 Canada became the 
second nation, after New Zealand, to establish a transparent and official inflation target for its central 
bank to pursue. The context for the proposal, as noted by Murray (2018), was important: “the government 
thought it was a fundamentally good idea; it was in the process of introducing a new goods and services 
tax, which would boost headline inflation significantly; and authorities thought that such a target would 
help temper wage demands, at a time when the government was also renegotiating the contracts it had 
with most of the unions in the federal civil service.” 

Nobody could expect how successful the inflation target would be, at the time. Figure 1 shows the 
realized and expected inflation in Canada since 1992. Prices never rose more than 3% since the 
government introduced the inflation target. Deflation has been avoided, as well.  

Figure 1 – Canada’s annual inflation rate, actual and expected, 1992-2020.   

 

Source: Fred St. Louis and IMF.  

In the beginning, “the government wanted to aim for a relatively high target rate, around 3 percent and 
was thinking of something rather short term. The bank’s reaction was that if an inflation target were to be 
introduced it had to be meaningful and it had to be long term. Ultimately the bank’s view prevailed and 
the inflation target was announced in a joint press release from the government and the bank in 1991. It 
set an inflation target of 3 percent for 1992, going down to 2 percent in 1995, and with a 1 percent band to 
either side of these targets. (Murray, 2018)”  

The Canadian economy has performed remarkably well since the introduction of the inflation target. In 
1991, growth was negative. Since then, the only other year that growth dipped below 0% was 2009, 
because of the great financial crisis (figure 2). Real GDP growth is expected to be around 2% until at least 
2023. 

Figure 2 – Real GDP growth, actual and expected, 1991-2023.   
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Source: Fed St Louis.  

Rarely do things work so well in the economics of global business. Usually, economies experience 
internal and external shocks that derail growth or make inflation spike. That has not been the case in 
Canada. Of course, the inflation target is not responsible for the strong economy, but it seems that it 
helped anchor expectations and deliver a sustained period of low and predictable inflation, something that 
policy makers did not expect when it was created, since inflation averaged 6% in the 3 years before the 
target was first announced. 

Another contributor to Canadian sustained growth has been sound fiscal policy. The end of the 1980s saw 
the Canadian economy reeling from a combination of low growth, a high budget deficit and inflation. As 
a share of the economy, throughout the 1980s the federal deficit ranged from a low of 4.4% of GDP in 
1981/82 to a high of 8.3% of GDP in 1984/85 (Veldhuis et al, 2011). The deficit shrunk by the early 
1990s, “but the financial situation the government faced in fiscal 1994/95 was daunting. The deficit had 
reached $36.6 billion, representing 4.75% of GDP and the debt had reached $524.2 billion or 68.0% of 
GDP.” (Verdhuis et al, 2011). A fiscal reform in 1995 helped stabilize expectations regarding the debt 
trajectory. It was the kind of contractionary fiscal policy that reinforces the reputation of public 
authorities, potentially leading to the crowding in of private investment.  

Veldhuis et al (2011) describe the historical fiscal reform. The government more than exceeded its target 
of reducing the ratio of deficit to GDP, from 5% in 1995 to 3% in 1997. The reforms included: 

• changes to the federal government’s involvement in large aspects of Canada’s transportation 
system; 

• a complete change to the federal government’s approach to agriculture; 
• a reduction in the federal government’s involvement in the business sector, including a proposed 

60% cut in business subsidies; 
• an increased focus on efficiency in government departments and the manner in which they 

delivered services to Canadians. 

Some departments were required to implement large reductions in spending, including Transport (51%), 
Natural Resources (49%), Agriculture (40%), and Industry (43%). Other departments were asked to 
implement fairly small reductions, including Health (4%), Citizenship and Immigration (9%), and the 
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Canada Mortgage and Housing Corporation (9%). In the end, the deficit was reduced to zero, instead of 
the 3% target. Not only that, but the government managed to achieve primary surpluses until the great 
financial crisis hit. The government used the fiscal space that it acquired through the early 2000s to create 
a countercyclical response to the great financial crisis, like most countries in the world. Since then, the 
Canadian fiscal policy has been relatively neutral. Small deficits and a robust economy allowed the 
country to maintain a low level of Debt to GDP. In the early 1990s, debt reached almost 70% do GDP. 
Today, it is a little more than 30%, and the Canadian government is expecting further reductions in the 
next few years. It is clear that Canada, unlike other developed countries, has plenty of fiscal space to 
enact expansionary fiscal policy, if the government needs or wants to do so. 

Table 1 - Economic and Fiscal Developments Since the 2017 Fall Economic Statement (FES 2017) and 
Investments Included in Budget 2018 billions of dollars 

  2017– 2018– 2019– 2020– 2021– 2022– 
2018   2019   2020   2021   2022   2023   

FES 2017 budgetary balance -19.9 -18.6 -17.3 -16.8 -13.9 -12.5 
Adjustment for risk from FES 2017 1.5 3 3 3 3 3 
FES 2017 budgetary balance 

-18.4 -15.6 -14.3 -13.8 -10.9 -9.5   (without risk adjustment) 
Economic and fiscal developments since FES 2017 3 3.6 4.1 3.5 2.8 2.8 
Revised budgetary balance before policy 
actions and investments -15.4 -12 -10.3 -10.3 -8.1 -6.7 
Policy actions since FES 2017 2.4 2.2 -1.7 -1.6 -0.5 0.3 
Investments in Budget 2018             
    Growth 0 0.3 -0.1 0.3 0.2 0.3 
    Progress 0 -0.9 -1.2 -1.4 -1.4 -1.6 
    Reconciliation -0.1 -1.4 -1.2 -0.8 -0.7 -0.6 
    Advancement -4.2 -1.8 -1.3 -1.3 -1.2 -0.6 
    Other Budget 2018 investments -2.1 -1.6 1.1 1.1 0.9 -0.4 
  Total investments in Budget 2018 -6.3 -5.4 -2.6 -2 -2.2 -3 
Total policy actions and investments -4 -3.1 -4.3 -3.6 -2.7 -2.6 
Budgetary balance -19.4 -15.1 -14.5 -13.9 -10.8 -9.3 
Adjustment for risk   -3 -3 -3 -3 -3 
Final budgetary balance  

-19.4 -18.1 -17.5 -16.9 -13.8 -12.3   (with risk adjustment) 
Federal debt (per cent of GDP) 30.4 30.1 29.8 29.4 28.9 28.4 

Source: Government of Canada, https://www.budget.gc.ca/2018/docs/plan/overview-apercu-en.html. 

Table 1 illustrates the budgetary projections of the Canadian government, for the next few years. No other 
country has enjoyed as stable a macroeconomic environment as that of Canada, in part after enacting the 
fiscal reform of 1995 and the inflation target of 1991. 

Questions for discussion. 

1) Select one European country and analyze the debt trajectory of the country. Does the country you 
chose have enough space for an expansionary fiscal policy, either as an anticyclical response to a 
negative economic shock or a proactive measure to jumpstart economic growth? 

2) From Table 1, we can see that the final budget balance of Canada (risk adjusted), is supposed to 
decrease until 2023. What are the costs and benefits, for the Canadian society, of a decreasing 
budget balance (and the correspondent decrease in federal debt as a % of GDP)? 

https://www.budget.gc.ca/2018/docs/plan/overview-apercu-en.html


3) The OECD outlook for 2018 (available at: https://www.oecd.org/eco/outlook/Using-the-fiscal-
levers-to-escape-the-low-growth-trap.pdf) claims that the fiscal space for developed countries has 
increased, and that some countries could use fiscal levers (expansionary fiscal policy) to 
jumpstart sluggish economies. Explain the reason behind the argument that indebted countries 
could suddenly face smaller fiscal constraints and how fiscal levers could generate economic 
growth? For the last question, focus on one OECD economy. 

4) Why did the inflation target work so well in Canada, according to Murray (2018)?  
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